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K, an S corporation 100 percent owned by P s
spouse, adopted and, through its subsidiary KSM nade
contributions to a nmultienployer welfare-benefit plan
(the plan). Through KSM K nmade a contribution to the
pl an, part of which was used to purchase life insurance
coverage for P and K s other enployees, and the
remai nder of which was an excess contribution. The
pl an was anended and converted to a singl e-enpl oyer
plan. The plan’s qualification pursuant to sec.
419A(f)(6), I.R C., is not in issue.

Held: R was not required to send P a “30 day
letter”, and the notice of deficiency adequately sets
forth Rs position in this case and is therefore valid.

Hel d, further, P s interest in the plan becane
substantially vested upon the plan’s conversion froma
mul ti enpl oyer plan to a single-enployer plan. Sec.
1.402(b)-1(b) (1), Incone Tax Regs.
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Hel d, further, P must include in gross incone the
cash value of the life insurance policy on Ps life.
The value of the life insurance policy is the PERC
(prem uns, earnings, and reasonabl e charges) pursuant
to Rev. Proc. 2005-25, 2005-1 C. B. 962. P has not
contended that we should deviate fromthe safe harbor
provi sion of Rev. Proc. 2005-25, supra; thus, P may not
reduce the PERC val ue by the surrender charge under
t hat provi sion.

Hel d, further, P nmust include in his gross incone
the excess contributions pursuant to sec. 1.402(b)-
1(b) (1), Incone Tax Regs.

Hel d, further, the current year cost of insurance
protection is an accession to wealth which P nust
include in gross incone pursuant to sec. 61(a), |I.R C

Hel d, further, where the fair market value of a
life insurance policy has been determ ned using the
PERC nmet hod, P nust include in his gross incone as the
cost of life insurance protection an anount equal to
the sumof nortality charges and ot her expenses.

Held, further, Pis liable for the accuracy-
related penalty for a substantial understatenent of
i ncone tax pursuant to sec. 6662(a) and (b)(2), |I.R C

Richard H Mrton and Kevin J. Ryan, for petitioner.

Kat hl een Tagni, Sherri Wlder, and Betty Cary (specially

recogni zed), for respondent.

OPI NI ON

VELLS, Judge: This case is before the Court on petitioner’s

nmotion for summary judgnent and respondent’s cross-notion for
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sunmary judgnment pursuant to Rule 121.! Respondent deternined a
deficiency of $33,057 in petitioner’s Federal incone tax for tax
year 2004 and a penalty pursuant to section 6662(a) of $6,611
On August 31, 2009, petitioner filed a notion for summary
judgnent. On Cctober 5, 2009, respondent filed a response to
petitioner’s notion for summary judgnment and a cross-notion for
summary judgnment. On QOctober 26, 2009, petitioner filed a notion
to amend his petition.? On Novenber 4, 2009, petitioner filed a
response to respondent’s cross-notion for sunmmary judgnment. On
Novenber 16, 2009, a hearing was held on the parties’ notions.
On Novenber 19, 2009, respondent filed a reply to petitioner’s
response to respondent’s notion for sunmary judgnent and an
objection to petitioner’s notion to anend his petition.

The issues to be decided as a consequence of petitioner’s
nmotion for summary judgnment and respondent’s cross-notion for
summary judgnent are: (1) Whether respondent was required to
send a “30 day letter” to petitioner and whether the notice of
deficiency adequately sets forth respondent’s position in the
i nstant case; (2) whether petitioner must include in gross incone

the cash value of a life insurance policy held by a nmultienployer

1Unl ess otherw se indicated, section references are to the
I nt ernal Revenue Code of 1986 (Code), as anended and in effect
for the year in issue, and Rule references are to the Tax Court
Rul es of Practice and Procedure.

2By separate order, we will deny petitioner’s notion to
amend his petition.
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wel fare benefit plan that was converted to a singl e-enployer

wel fare benefit plan during the year in issue; (3) whether
petitioner nmust include in his gross inconme paynents made by his
enpl oyer in excess of the cost of current year life insurance
protection (excess contribution); (4) whether petitioner nust
include in his gross incone the current year cost of life

i nsurance protection paid by his enployer; and (5) whether
petitioner is liable for the penalty under section 6662.°3

Backgr ound

The background facts are drawn fromthe pl eadi ngs, the
parties’ notions, facts deened established, and stipul ated
exhibits and are not in dispute.*

At the tinme of filing of the petition, petitioner was a
resi dent of North Carolina.

Petitioner is married to Jennifer K Cadwell (Ms. Cadwell).
Petitioner and Ms. Cadwell have two daughters, Jennifer Keady
Cadwel | (Jennifer) and Mranda M Cadwell (Mranda). For his
2002 through 2004 tax years, petitioner filed Forns 1040, U. S
I ndi vidual I ncone Tax Return, claimng a filing status of married

filing separately. For his 2002 through 2004 tax years,

]In the notice of deficiency, respondent determ ned
adjustnents to petitioner’s personal exenption and item zed
deductions. These adjustnents are conputational and will depend
on the Court’s resolution of the issues discussed herein.

“Certain facts were deened established by separate order of
the Court.
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petitioner did not report any wages or salaries on line 7 of Form
1040.

Keady Ltd. (Keady) is a Pennsylvania S corporation organized
during 1998 pursuant to sections 1361-1375. Keady is, and has
al ways been, 100 percent owned by Ms. Cadwell. Ms. Cadwell is
the sole director of Keady. During 2002 through 2004, petitioner
served as the secretary of Keady. Keady does not have any
m nut es of sharehol ders or directors neetings for 2002 through
2004. During 2002 through 2004, Keady's only incone was its
share of incone (or loss) fromKSM Limted Partnership (KSM, a
Pennsylvania |imted partnership fornmed during 1998.

During 2002 through 2004, KSM was owned as follows: 90
percent by Ms. Cadwell; 5 percent by Keady; 2 percent by
petitioner; 1.5 percent by Jennifer; and 1.5 percent by M randa.
Keady is the general partner of KSM

During Decenber 2002, petitioner and Ms. Cadwell| decided to
obtain enpl oyee wel fare benefits for petitioner, Jennifer, and
M randa through the National Benefit Plan and Trust.® The
respective plan docunents are hereinafter referred to as the Pl an,
and the respective trust created under the Plan is hereinafter
referred to as the Trust. According to its original terns, the

Pl an was organi zed as a nultienpl oyer welfare benefit plan

°The parties agree that the trust was not exenpt fromtax
under sec. 501(a).
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pursuant to section 419A(f)(6).° The docunents describe the Plan’'s
desi gn and operation. The primary purpose of the Plan is to
provi de severance and death benefits to eligible enployees.
According to the Pl an, each enployer is to bear the full cost of
the benefits provided. Assets held by the Trust are protected
fromthe clains of each enployer’s creditors. Each enpl oyer
enrolled in the Plan is entitled to elect the anount of benefits
to provide and the period over which such benefits becone vested.
Upon term nation of the Plan or enployer withdrawal fromthe Pl an,
an enpl oyee’s nonforfeitable benefits are deened to be 100 percent
vested, regardless of the vesting schedule set by the enployer.’

Before joining the Plan, a prospective enployer provides to
the Pl an sponsor, N che Plan Sponsors (N che), enploynent
i nformation regardi ng the enpl oyees whom the enpl oyer chooses to
include in the Plan. N che uses the enployer’s information to
create a package of information that contains a sumrary of the
Plan’s benefits to the enployer and its enpl oyees. According to
the summary, petitioner receives $50,000 a year in wages from

Keady.

et her the Plan neets the requirenents of sec. 419A(f)(6)
is not in issue.

The Plan states: “The Plan shall term nate upon delivery
by the Plan Sponsor to the Trustee of a witten and signed notice
of termnation.”
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On Decenber 31, 2002, petitioner signed the docunment adopting
the Pl an as secretary on behalf of Keady. Petitioner was 64 years
old at the tinme Keady adopted the Plan. The adoption agreenent
identifies Niche as the Pl an sponsor, National Plan Advisory as
the Plan Adm nistrator, Wlls Fargo Bank as the Plan Trustee, and
Nati onal Benefit Plan and Trust as the Record Omer of the Trust’s
assets. Keady elected to cover petitioner, Mranda, and Jennifer
with death benefits equal to 20 tinmes the covered enpl oyee’ s
conpensati on, severance benefits equal to 14.847 percent of
conpensation per year up to 10 years (not to exceed 200 percent),
and a nodified 4-40 vesting schedule (vesting schedule). Under
the vesting schedule, an enployee is first vested in severance
benefits at 40 percent of the stated benefit after 4 years of
enpl oynment, with vesting increasing to 100 percent at year 10 of
enpl oynent .

Life insurance covering petitioner’s and his daughters’ lives
was selected to fund the death and severance benefits payabl e
under the Plan to petitioner and his daughters.® For petitioner, a
universal life policy with an initial death benefit of $1 million

that al so accunul ates cash value (hereinafter referred to as the

8The parties do not specify how the severance benefits are
to be funded, whether through the cash value of the life
i nsurance policy or sone other option. The adoption agreenent
states: “The adopting enployer shall contribute for each Covered
Enpl oyee the contri bution necessary to fund a Covered Enpl oyee’s
Target Severance Benefit, determ ned under the fornula and rul es
set forth in this Article.”
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life insurance policy) was selected to fund his benefit.® The life
i nsurance policy was issued by Lincoln National Life Insurance Co.
(Lincoln Life) on Decenber 7, 2002. Petitioner nanmed M randa and
Jenni fer as beneficiaries of the life insurance policy. 1In his
life insurance policy application, petitioner listed hinself as
“Manager” of Keady.

For Mranda and Jennifer, identical 10-year, level termlife
i nsurance policies on their lives with death benefits of $300, 000
were selected to fund their benefits. The annual conbi ned
prem unms on those policies totaled $645. On their life insurance
applications, Mranda and Jennifer were identified as

“Consul tants” for Keady.

°There are many different kinds of life insurance policies.

Termlife insurance covers the insured only for a
particul ar period, and upon expiration of that period,
term nates without value. Wole life insurance covers an
insured for life, during which the insured pays fixed
prem uns, accumnul ates savings froman invested portion of
the prem uns, and receives a guaranteed benefit upon deat h,
to be paid to a named beneficiary. Universal life insurance
is termlife insurance in which the premuns are paid from
the insured’ s earnings froma noney-market fund. Variable
life insurance is life insurance in which the prem uns are
invested in securities and whose death benefits thus depend
on the securities’ performance, though there is a m ninmm
guar ant eed death benefit. * * *

Curcio v. Conmi ssioner, T.C. Menp. 2010-115.
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On Decenber 31, 2002, KSM paid $75,000 by check to Conpass
Bank, 1 the Plan Trustee, to cover Keady’'s obligation under the
Plan, and $2,050 for the Plan fee. Both checks were drawn on
KSM s Cent enni al Bank account and were signed by petitioner.
Lincoln Life credited petitioner’s life insurance policy for a
paynent of $73,000 for the nonth ending January 6, 2003.
Petitioner did not include any incone on his 2002 Form 1040 as a
result of any life insurance prem uns paid by KSM The paynents
to the Plan Trustee were not clained as a deduction on KSM s or
Keady’ s 2002 Federal incone tax return. Petitioner’s accountant,
Robert W N colini, CP.A (M. Ncolini), was not aware of the
paynments or that KSM had a bank account with Centennial Bank.

On May 20, 2004, KSM paid $38,800 to 419 Pl an
Adm ni strators,! the new Plan Adm nistrator, to cover Keady’s
obligation under the Plan. O that anount, $36,000 was paid to
cover the Plan contribution and $2,800 was paid as the Plan fee.
The checks were drawn on the “KSM Limted Partnership Escrow
Account, c/o Crawford WIlson and Ryan LLC' (KSM escrow account). 12

The KSM escrow account was mai ntai ned at Nati onal Penn Bank. When

The record does not reveal at what point Conpass Bank
assuned the role of Plan Trustee.

11The record does not reveal when 419 Plan Administrators
becane the Pl an Adm ni strator

12KSM pai d this anmount using two checks, one for $38, 000,
dated May 20, 2004, and the other for $800, dated May 20, 2004.
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M. N colini prepared KSMs 2004 Federal inconme tax return, he
di scovered the $38,800 in paynents nmade to 419 Pl an
Adm nistrators. M. Nicolini was not aware that KSM or Keady was
participating in the Plan. M. N colini asked Mranda, the tax
matters partner of KSM about the paynents. M randa, who was
unable to verify the paynents, thought they were for a horse. M.
Ni colini recorded the anmounts as paynents for “horses” and
“booked” them as an asset on KSM s bal ance sheet. M. N colin
never depreciated the “horses” on KSM s bal ance sheet, and, during
2006, the “horses” were distributed to the Cadwells as a capital
distribution. Lincoln Life credited petitioner’s life insurance
policy for an $18, 000 paynent for the nonth ended Septenber 6,
2004. 13

On June 5, 1995, the Internal Revenue Service (IRS) issued
Notice 95-34, 1995-1 C B. 309, which described certain
mul ti enpl oyer plans (MEPs) that do not qualify under section
419A(f)(6). In Notice 2001-51, 2001-2 C.B. 190, the IRS
desi gnated those transactions described in Notice 95-34, supra, as

“l'isted transactions” subject to enhanced di scl osure

3The record does not reveal why petitioner’s life insurance
policy was not credited with a $36, 000 paynent or why
petitioner’s paynent in May was not credited until Septenber.
Petitioner’s life insurance policy was not credited with a
paynment for 2005.
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requi renments.* On October 22, 2004, the Anerican Jobs Creation
Act of 2004, Pub. L. 108-357, sec. 81l11(a), 118 Stat. 1575, becane
law and instituted a new penalty for failure to disclose a listed
transaction. See sec. 6707A

On Novenber 17, 2004, Niche sent letters to the enpl oyers
participating in the Plan announcing that the Plan had been split
into single-enployer welfare benefit plans (SEPs or individually
SEP). 1> The reasons stated in the letters for the conversion
i ncl uded nore enpl oyer control over Plan assets and the concern
that the Plan m ght be subject to |isted transaction penalties
under section 6707A. N che’'s letter acknow edged that the SEPs no
| onger qualified for treatnent pursuant to section 419A(f)(6),
and, therefore, the deductibility of the enployer’s contributions

would be limted. Keady' s enployee welfare benefit plan was

Y“Noti ce 2001-51, 2001-2 C B. 190, was suppl enented and
super seded by Notice 2003-76, 2003-2 C B. 1181, which was
suppl enment ed and superseded by Notice 2004-67, 2004-2 C. B. 600,
whi ch was suppl enent ed and superseded by Notice 2009-59, 2009-31
| . R B. 170. Notice 2009-59, supra, includes transactions
described in Notice 95-34, 1995-1 C. B. 309, as listed
transacti ons.

Li sted transactions are transactions that are the sanme as or
substantially simlar to those transacti ons that have been
determ ned by the IRS to be tax avoi dance transactions and have
been identified by notice, regulation, or other formof published
gui dance. Sec. 1.6011-4(b)(2), Inconme Tax Regs.

According to the letters, the change was made effective
retroactively to Jan. 1, 2004. However, we treat the change as
actually occurring on Nov. 17, 2004, as this is the date of the
actual conversion.
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renaned the “Keady, Ltd. Welfare Benefit Plan”, and the assets
were mai ntained by the National Benefit Trust 11.

On Decenber 30, 2004, N che and Wells Fargo, as Trustee,
entered into a new trust agreenent for the National Benefit Trust
1. By its terns, the agreenent is a “conpl ete anmendnent and
restatenent” of the original trust agreenent. Significantly, the
new agreenent provides that the Plan Adm nistrator is now the
enpl oyer unl ess the enpl oyer designates anot her person or persons
to be Plan Adm nistrator. The new agreenent provides that the
enpl oyer, Keady, can termnate the SEP at any tinme. |In the event
of Keady’s withdrawal ** fromthe SEP, at the end of the 23-nonth
period follow ng the date Keady term nated the SEP (the 23-nonth
period), the Trust has the option to distribute the life insurance
policies to Keady, sell the life insurance policies to any
interested purchaser with an insurable interest in the enpl oyees,
or surrender the life insurance policies to the insurance conpany
for their cash surrender value. Additionally, the Trust can sel
petitioner his life insurance policy. During the 23-nonth peri od,
Keady woul d be required to continue paying the annual cost of the
life insurance. |If petitioner were to die before the end of the
23-nonth period, he would still be eligible for the death benefits

under the SEP

The new agreenent setting up the SEP appears to use
enpl oyer “wi thdrawal ” and enpl oyer “term nation” interchangeably.
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Keady, KSM petitioner, Ms. Cadwell, Mranda, and Jennifer
were not consulted by N che before the split of the Plan into
separate SEPs. Keady, KSM petitioner, Ms. Cadwell, Mranda, and
Jennifer did not attenpt to access or use the Plan benefits at any
time during 2004 or 2005. Petitioner did not include on his Form
1040 for his 2004 tax year any incone resulting fromthe
conversion of the Plan froman MEP to an SEP

During Decenber 2004, the life insurance policy covering
petitioner had a death benefit val ue equal to $1,070,529, a “fund”
val ue equal to $70,529 and a surrender val ue equal to $25,237.Y
The fund val ue was determ ned by adding the prem uns paid ($91, 000
= $73,000 + $18,000) and interest credited ($6,134 = $3,340 +
$2,793), less nortality charges!® ($16,235 = $7,738 + $8,497) and

Y"The death benefit is the projected anbunt payabl e upon the
death of the insured. The “fund” value represents the equity in
the life insurance policy and is also known as the cash val ue of
the life insurance policy.

8\brtality charges are also referred to as “cost of
i nsurance charges.” The IRS provided the follow ng explanation
of nortality charges in Priv. Ltr. Rul. 2009-06-001 n.5 (Cct. 17,
2008) :

CO/nortality charges are determned by nultiplying a
nortality rate (which increases with the age of the insured)
by the “net amount at risk” (the difference between the
death benefit and the cash value, i.e., the pure insurance
el ement of the contract). Mortality rates are determ ned
with reference to a particular nortality table * * *,

In other words, the nortality charges approximate the termlife

i nsurance conponent of a whole life or universal life policy.

However, because of concerns that insurers m ght mani pul ate such
(continued. . .)
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ot her expenses ($10,370 = $7,730 + $2,640).' The surrender val ue
was the anount of cash that petitioner would receive upon
surrender of the life insurance policy to Lincoln Life and was
cal cul ated by subtracting a surrender charge of $45,291 fromthe
fund val ue of $70,529, yielding a surrender val ue of $25,237.2°
Kevin Ryan (M. Ryan), petitioner’s counsel in this case,
prepared two | egal opinions for N che, dated Decenber 6, 2004, and
June 16, 2005. M. Ryan began serving as counsel to Niche after
petitioner was involved in the Plan. In M. Ryan’s opinion letter
of Decenber 6, 2004, he stated:
QUESTION: WI Il participants in the Trust have incone
on the current value of the death benefits provided under
the Trust equal to the |ower of the so-called “PS 58 Rates”
or the insurance conpany’s terminsurance rates? * * *
ANSVER: Yes * * *
In his explanation of the taxation of Plan benefits, M. Ryan

st at ed:

The death benefits are nontransferable, therefore
subject to a substantial risk of forfeiture and enpl oyees

18(, .. continued)
rates, the IRS will not view the nortality charges as the actual
premumrates for termlife insurance unless the insurer
general ly makes such rates available to those who apply for term
i nsurance coverage and the insurer regularly sells terminsurance
coverage at such rates. See Notice 2002-8, 2002-1 C. B. 398, 398-
399.

The interest credits, nortality charges, and expenses are
for 2003 and 2004.

22These dol |l ar anbunts are rounded down to the nearest whol e
nunber.
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have no right to any cash val ue, enpl oyees should not be
taxed on the death benefit as a transfer of a permanent life
i nsurance policy. Nevertheless, participating enpl oyees
recei ve an econom c benefit each year for the death benefit
coverage that is provided for that year. Thus, in accordance
with Regul ation Section 1.83-1(a)(2), enployees should be

t axed each year on the cost of the life insurance protection
under Code Section 61 and the Regul ations thereunder in an
anount which is equal to the reasonable net prem um cost as
determ ned by the Comm ssioner of the current |ife insurance
protection as defined in Regulation Section 1.72-16(b)(3)
provi ded by such contract. The reasonable net prem um costs
of the current life insurance protection as defined in

Regul ation Section 1.72-16(b)(3) is the sane neasure of val ue
for life insurance protection that qualified retirenment plans
use. The Service has determ ned the reasonable net prem um
costs and published those anounts as “PS 58 rates.” In Rev.
Rul . 66-110, 1966-1 C. B. 12, the Service held that an

enpl oyer may use the current published prem umrates charged
by an insurer for individual one-year termlife insurance
avai lable to all standard risks for determ ning the costs of

i nsurance in connection with individual policies instead of
the PS 58 costs table. In Notice 2001-10, an alternative
table is set forth | abel ed Tabl e 2001.

It is the Firmis opinion that participating enpl oyees in
the Trust receive an econonm c benefit for the death benefit
protection provided each year under the Trust. The annual
tax for such benefits shall be determ ned in accordance with
Code Section 83 and the Regul ati ons thereunder and shall be
the lower of the PS 58 table costs or the insured’s term
i nsurance rates in accordance wwth Rev. Rul. 66-110. [Fn.
ref. omtted.]

On April 2, 2008, respondent sent petitioner a notice of
deficiency in which he determ ned that petitioner’s gross incone
for 2004 should be increased by $102,039. The unreported incone
determ ned by respondent consists of: (1) The fund value of the

life insurance policy as of Decenber 6, 2004, of $70,529; (2) the
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excess contribution to the Plan of $18, 000,2! and (3) the cost of
termlife insurance on petitioner’s life for 2004 of $13,510.
Petitioner tinely filed a petition in this Court.

Di scussi on

Rul e 121(a) allows a party to nove “for a summary
adjudication in the noving party’ s favor upon all or any part of
the legal issues in controversy.” Rule 121(b) directs that a
deci sion on such a notion shall be rendered “if the pleadings,
answers to interrogatories, depositions, adm ssions, and any ot her
acceptable materials, together with the affidavits, if any, show
that there is no genuine issue as to any material fact and that a
deci sion may be rendered as a matter of |aw.”

The noving party bears the burden of denonstrating that no

genui ne issue of material fact exists and that the noving party is

entitled to judgnent as a matter of law.  Sundstrand Corp. v.

Commi ssioner, 98 T.C 518, 520 (1992), affd. 17 F.3d 965

(7th CGr. 1994). Facts are viewed in the light nost favorable to
t he nonnoving party. 1d. However, where a notion for summary
j udgnment has been properly nmade and supported, the opposing party

may not rest upon nere allegations or denials in that party’s

2lln the notice of deficiency, respondent contends that the
val ue of the excess contribution was $18, 000. Respondent
concedes that of the $38,800 contributed, $2,800 was for the Pl an
fee and $18,645 was for life insurance prem uns ($18,000 for
petitioner and $645 for Mranda and Jennifer). Therefore,
respondent contends that the excess contribution of $17, 355
shoul d be included in petitioner’s gross incone.
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pl eadi ngs but nust by affidavits or otherwi se set forth specific
facts show ng that there is a genuine issue for trial. Rule
121(d).

| . Casel aw Concerni ng Section 419A(f)(6) Pl ans

The issues we nmust decide concern the inconme tax consequences
of enpl oyee wel fare benefits. Generally, contributions to welfare
benefit plans are deductible by an enpl oyer when paid if they
qualify as ordinary and necessary busi ness expenses, but only to
the extent allowed by sections 419 and 419A. Secs. 162(a), 419,
419A(f)(6). In recent years, adopted nultienpl oyer plans have
been claimng to satisfy section 419A(f)(6) and purporting to
generate deductions for the insurance benefits provided under the
pl ans. Notice 95-34, supra. This Court has deci ded several cases
regardi ng purported section 419A(f)(6) plans.

In Booth v. Conm ssioner, 108 T.C. 524, 565 (1997), we held

that the plan in issue did not neet the requirenents of section
419A(f) (6) because it was “an aggregati on of separate welfare
benefit plans, each of which has an experience-rating arrangenent

with the contributing enployer.” |In Neonatology Associates P. A

v. Comm ssioner, 115 T.C. 43 (2000), affd. 299 F.3d 221 (3d G

2002), wi thout deciding whether the plans in issue net the
requi renents of section 419A(f)(6), we held that the corporate

enpl oyer/participants coul d not deduct contributions in excess of
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the cost of termlife insurance. W also held that the disall owed
deductions should be treated as dividend distributions to the

enpl oyee-owners of the C corporations to the extent of earnings

and profits. [ld. at 96-97. In V.R DeAngelis MD.P.C .

Commi ssioner, T.C Meno. 2007-360, affd. per curiam574 F.3d 789

(2d Gr. 2009), simlarly wthout ruling on whether the plan net
the requirenents of section 419A(f)(6), we held that paynents for
life insurance were essentially a distribution of S corporation
profits rather than paynents made with conpensatory intent. 1In

Curcio v. Comm ssioner, T.C. Meno. 2010-115, again w thout ruling

on whether the plan net the requirenents of section 419A(f)(6), we
hel d that contributions were distributions of profits to the
enpl oyee- owners and not deducti bl e pursuant to section 162(a).

We did not address in any of the foregoing cases the tax
consequences to a nonowner enployee for contributions to a plan
that purportedly net the requirenents of section 419A(f)(6) and
subsequently was converted into a plan that no | onger qualifi ed.
We nust deci de the consequences to petitioner of contributions to
such a pl an.

1. \Whether Respondent WAs Required To Send a “30 day letter” to

Petitioner and Whether the Notice of Deficiency Is Invalid
Because Respondent’s Position |Is Not Adequately Set Forth

In his petition and notion for summary judgnment, petitioner

contends that respondent failed to provide himwith a “30-day
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letter” before issuing a notice of deficiency and failed to
provide a specific theory of the case in the notice of deficiency.
Generally, we will not | ook behind a notice of deficiency to
exam ne the evidence used, the propriety of the Comm ssioner’s
notives, or admnistrative policy or procedure used in making the

determ nation. Geenberq’'s Express, Inc. v. Conm ssioner, 62 T.C

324, 327 (1974). Accordingly, we will not |ook into respondent’s
alleged failure to issue a 30-day letter. See id.

As to whether the notice of deficiency is invalid because it
insufficiently sets forth respondent’s position, section 7522(a)
requires that the notice “describe the basis for, and identify the
amounts (if any) of, the tax due, interest, additional anounts,
additions to the tax, and assessable penalties included in such
notice.” The purpose of section 7522 is to provide the taxpayer
with notice of the Conm ssioner’s basis for determning a

deficiency. Shea v. Conm ssioner, 112 T.C 183, 196 (1999). The

notice needs to be sufficient to permt the taxpayer to conply
with the requirenment of Rule 34(b) that the taxpayer naeke cl ear
and conci se assignnments of every error alleged against the

Conmi ssioner.?2 1d. at 196-197. W have held that section 7522(a)

22Rul e 34(b) requires that the petition contain:

(4) Cdear and concise assignnents of each and every
error which the petitioner alleges to have been conmtted by
(continued. . .)
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does not require the Conm ssioner to identify the specific
statutory provision supporting each adjustnent in the notice of

deficiency. Wieeler v. Comm ssioner, 127 T.C 200, 205 (2006),

affd. 521 F.3d 1289 (10th G r. 2008); Rogers v. Comm ssioner, T.C

Meno. 2001-20, affd. w thout published opinion 281 F.3d 1278 (5th
Cr. 2001). Additionally, the Conmm ssioner is not required to |ay
out the factual basis for his determnation in the notice of

deficiency. Ccrnulgee Fields, Inc. v. Comm ssioner, 132 T.C. 105,

113 (2009), affd. 613 F.3d 1360 (11th Cr. 2010). Moreover, even
an i nadequate description of the Comm ssioner’s basis in the
notice of deficiency will not invalidate the notice. Sec.
7522(a).

Petitioner received a Form 886-A, Explanation of Itens,
acconpanying his notice of deficiency. The Form 886-A expl ai ns

how the I RS determ ned petitioner’s deficiency and states:

22(. .. continued)

the Comm ssioner in the determ nation of the deficiency or
liability. The assignnents of error shall include issues in
respect of which the burden of proof is on the Conm ssioner.
Any issue not raised in the assignment of error shall be
deened to be conceded. Each assignnent of error shall be
separately lettered.

(5) Cear and concise lettered statenents of the facts
on which petitioner bases the assignnents of error, except
W th respect to those assignnments of error as to which the
burden of proof is on the Comm ssioner.
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7. a. O her I ncone - N che Conversion/ Contribution:

It has been determ ned that you received incone in the
amount of $102,339.00 in the taxable year endi ng Decenber 31,

2004, under the provisions of I.R C. 88 61, 72, 83 and 402( b)
as a result of your participation in the National Benefit
Plan and Trust Plan and it’s [sic] conpanion Trust and t he
Keady Ltd Welfare Benefit Plan Single Enployer Plan and it’s

[ sic] companion Trust. Accordingly, your taxable i ncone is

i ncreased by $102,039.00 for the taxable year Decenber 31,
2004.

The quot ed expl anation recites the Code sections on which the IRS
relies even though specific citations are not required for the

notice to be valid. See Weeler v. Conm ssioner, supra at 205;

Rogers v. Commi ssi oner, supra. In the instant case, the

expl anation provides sufficient detail that petitioner should be
able to understand that the Plan’s conversion to an SEP is the
source of the income respondent determ ned. Accordingly, we hold
that the notice of deficiency, with the acconpanyi ng Form 886- A,
provi des an adequate basis for understanding the IRS

determ nation of tax due. Consequently, we hold that petitioner’s
contention is without nerit and the notice of deficiency is valid.

[1l1. Inclusion in Petitioner’'s Incone of the Cash Val ue of the
| nsurance Policy Upon Conversion From MEP to SEP

We next address whether petitioner nust include in his gross
i ncone the cash value of the insurance policy upon conversion of
the Plan froman MEP to an SEP. Respondent contends that
petitioner becane substantially vested in the Plan upon its

conversion froman MEP to an SEP pursuant to section 1.402(b)-
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1(b), Income Tax Regs. Petitioner contends that he has no
interest in the Plan because the terns of the Plan and the

i nvoluntary nature of the conversion of the Plan froman MEP to an
SEP preclude himfrom being “substantially” vested in the Plan or
the Pl an assets. See sec. 402(b)(1); sec. 1.402(b)-1(a)(1),

I ncome Tax Regs. Additionally, petitioner contends that the life
i nsurance policy premuns were paid with Ms. Cadwell’s after-tax
funds and, therefore, result in a gift to petitioner pursuant to
section 2523. In the alternative, petitioner contends that, if he
has an interest in the Plan, respondent has overstated its val ue.
We address each of these issues bel ow

A. VWhet her Petitioner |Is Substantially Vested in Hi s
Interest in the Plan

Section 402(b)(1) provides that enployer contributions nade
to a nonexenpt enployee trust? are included in the gross incone of
the enpl oyee to the extent that the enployee’ s interest in such
contribution is substantially vested (within the neaning of
section 1.83-3(b), Incone Tax Regs.) at the tinme the contribution
is made. Sec. 1.402(b)-1(a)(1), Incone Tax Regs. |If the rights
of an enpl oyee under a nonexenpt enpl oyee trust becone
substantially vested during a taxable year of the enployee and the

t axabl e year of the trust ends with or within such year, the val ue

Z2An enpl oyee trust is a nonexenpt trust if it is not exenpt
fromtaxation under sec. 501(a). Sec. 402(b)(1).
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of the enployee’s interest in the trust on the date of such change
is included in the enployee’s gross incone for that taxable year.
Sec. 1.402(b)-1(b)(1), Inconme Tax Regs. The “value of an

enpl oyee’s interest in a trust” neans the anount of the enpl oyee’s
beneficial interest in the net fair market value of all of the
assets in the trust as of any date on which sone or all of the
enpl oyee’s interest in the trust becones substantially vested.

Sec. 1.402(b)-1(b)(2)(i), Income Tax Regs. The net fair market
value of all of the assets in the trust is the total anmount of the
fair market values (determ ned wthout regard to any | apse
restriction, as defined in section 1.83-3(h), Income Tax Regs.) of
all of the assets in the trust, less the amount of liabilities, as
of the date on which sone or all of the enployee’'s interest in the
trust becones substantially vested. [d. |If only a portion of an
enpl oyee’s interest in the trust becones substantially vested
during a taxable year, only the corresponding part of the trust
value is includable in the enployee’'s gross incone. Sec.
1.402(b)-1(b)(4), Incone Tax Regs. An enpl oyee’s interest in
property is substantially vested when it is either transferable or
not subject to a substantial risk of forfeiture. Sec. 1.83-3(hb),

| nconme Tax Regs. Whether a risk of forfeiture is substanti al
depends on the facts and circunstances. Sec. 1.83-3(c)(1), Incone

Tax Regs. A substantial risk of forfeiture exists:
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where rights in property that are transferred are
conditioned, directly or indirectly, upon the future
performance (or refraining from performnce) of substantial
services by any person, or the occurrence of a condition
related to a purpose of the transfer, and the possibility of
forfeiture is substantial if such condition is not
satisfied. * * *
ld. Property is not subject to a substantial risk of forfeiture
if the enployer nust pay fair market value for its return or there
is risk that the property’s value may decline. 1d. In instances
where an enpl oyee of a corporation owns a significant anmount of
the total conbined voting power or value of all classes of stock
in the enployer corporation, the issue of whether an enpl oyee’'s
interest is subject to a substantial risk of forfeiture also
depends upon:
(i) the enployee’s relationship to other stockhol ders and the
extent of their control, potential control and possible |oss
of control of the corporation, (ii) the position of the
enpl oyee in the corporation and the extent to which he is
subordi nate to other enployees, (iii) the enployee’s
relationship to the officers and directors of the
corporation, (iv) the person or persons who nust approve the

enpl oyee’ s di scharge, and (v) past actions of the enployer in
enforcing the provisions of the restrictions.

* * %

Sec. 1.83-3(c)(3), Incone Tax Regs.

Both parties treat petitioner’s interest in the Plan as
subject to a substantial risk of forfeiture before the Plan’s
conversion to an SEP on Novenber 17, 2004. As stated above, the
i ssue of whether the Plan qualified pursuant to section

419(A) (f)(6) before conversion is not in issue. Therefore, for
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pur poses of the instant notions, we will assune that before the
Plan’s conversion froman MEP to an SEP, the Plan’s assets were
subject to a substantial risk of forfeiture.

On Novenber 17, 2004, N che amended the Plan to convert the
Plan froman MEP to an SEP. Keady' s SEP received its proportional
share of the Plan’s assets. Follow ng the conversion of the Plan,
the assets in Keady’'s SEP could be used only to pay the clains of
Keady enpl oyees. The conversion of the Plan froman MEP to an SEP
elimnated the risk that Keady' s assets could be used to pay ot her
enpl oyers’ clainms. In other words, a future condition that could
have occurred under the original Plan as an MEP, i.e., another
conpany’s claimto the cash value of Keady’'s life insurance
policies, no | onger existed under the Plan as an SEP. See sec.
1.83-1(c)(1), Incone Tax Regs.

According to the terns of the SEP, Keady could term nate the
SEP at any tinme. 1In the event of an enployer w thdrawal fromthe
SEP, the Trust could distribute the life insurance policies to
Keady, sell the life insurance policies to any interested
purchaser with an insurable interest in the enpl oyees, or
surrender the life insurance policies to the insurance conpany for
their cash surrender value. Additionally, the Trust could sel

petitioner his life insurance policy.
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Wil e section 1.83-1(c)(3), Inconme Tax Regs., is not directly
appl i cabl e because petitioner does not own any of Keady's stock,
it is instructive under the circunstances of the instant case.
Petitioner’'s wife is the sol e sharehol der of Keady.?* At the tine
of the hearing, petitioner and Ms. Cadwell were still married.
The record does not contain any evidence of strife in petitioner’s
wor ki ng or personal relationship with Ms. Cadwell. Petitioner
listed his position as “Secretary” of Keady, and the record does
not include any information regarding other officers. Ms.
Cadwell is the only director. Accordingly, we concl ude that
petitioner is the sole officer of Keady and that he was not
subordi nate to any other enployee. See also 15 Pa. Cons. Stat.
Ann. sec. 1732(a) (West 1995) (every corporation nust have a
president, a secretary, and a treasurer and these offices nay be
held by the sanme person). As the sole officer of Keady, he had
control over his own eligibility under Keady’'s SEP. Additionally,
as the sole officer, petitioner could termnate the Plan and have
the assets distributed to Keady.

Petitioner cites Booth v. Conm ssioner, 108 T.C. at 564, for

the proposition that his power to term nate the Plan does not

require the inclusion of the cash value of the life insurance

24The parties do not contend that famly attribution rules
apply.



- 27 -
policy in his incone. Petitioner contends that if he were
required to realize income based on his power to termnate, the
Pl an contributions would be taxable upon funding. In Booth, the
Court determ ned whether the plan in issue was a deferred
conpensation plan. W stated:
Al t hough respondent is concerned that the ability of a
participating enployer to termnate voluntarily its
participation in the * * * [plan] allows the enployer to
control the timng of incone to its enpl oyees, we regard that
concern as m splaced. Respondent’s concern could also be
expressed with respect to the pension plan of a corporation
owned by a single sharehol der. Although the sharehol der may
be the only enployee, it does not necessarily follow that
such a pension plan provides for receipt of deferred
conpensati on nerely because the owner/sharehol der has the
ability to termnate the pension plan at will.
Id. Booth is distinguishable fromthe instant case as deferred
conpensation is not in issue here. Mreover, because the Plan is
a nonexenpt trust, the taxation of an enployee on contributions
made on his behal f turns on whether the enployee’'s interest is
substantially vested. See sec. 1.402(b)-1(b)(1), Incone Tax Regs.
Whet her an enpl oyee’s interest is substantially vested depends
upon all of the facts and circunstances, including the enployer’s
ability to termnate the Plan. See sec. 1.83-3(c)(1), Incone Tax
Regs.
Petitioner al so contends that the vesting schedul e prevents

himfrom having a vested interest in the SEP during 2004.

Additionally, petitioner contends that, if any interest was
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vested, Ms. Cadwell could fire himat wll, and, therefore, his
benefits under the SEP renmai ned subject to a substantial risk of
forfeiture. W disagree.

We conclude that the vesting restrictions are illusory under
the circunstances of the instant case.® Wen the Trust’'s assets
cane under Keady’'s exclusive control, they becane subject to
petitioner’s control. As noted above, petitioner could term nate
the SEP and have the plan assets or their cash equival ent
distributed to Keady. Mreover, if the vesting schedule were to
apply, the power to enforce the restrictions against petitioner
woul d be in the hands of petitioner, his wife, or his daughters.
Under such circunmstances, the restrictions on petitioner’s power
to obtain the Plan proceeds are illusory.

Petitioner relies upon Ano v. Conm ssioner, T.C Meno. 1979-

286, a case in which we held that the taxpayers’ interest in

nonexenpt trusts was substantially vested only to the extent of

W note that according to its terns, if the Plan no | onger
qualifies as an MEP pursuant to sec. 419A(f)(6), the Trustee was
to termnate the Plan. Upon term nation, the assets would be
distributed to each covered enpl oyee in an anount equal to his or
her benefit balance. Additionally, each covered enpl oyee woul d
be 100 percent vested in his or her benefits upon term nation.
However, the Plan could be anended at any tine wth the vesting
schedul e potentially remaining in effect. The record is not
sufficiently devel oped to determ ne whether the Plan was properly
anmended before it was converted to an SEP. Because we find the
vesting restrictions illusory, we need not address this argunent.
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the vesting schedule. In O nb, a professional corporation owned
by two unrel ated taxpayers, each a 50 percent sharehol der
established a pension trust and a profit-sharing trust. The
t axpayers were each 40 percent vested. To increase their vesting
rights, the taxpayers were required to conplete future years of
service, and, if they left the business, they forfeited their
rights to the nonvested portion of the plan. Upon term nation of
the trusts, each participant would be 100 percent vested.
Additionally, if a matter arose affecting an individual taxpayer’s
status as a participating nenber of a trust, the taxpayer was
automatically disqualified fromparticipating in a decision as to
that matter. The Court concluded that the taxpayers’ nonvested
interests were subject to a substantial risk of forfeiture on
account of the internal controls present. [d.

The facts of the instant case are distinguishable fromthose
of dnmb. In the instant case, the terns of the SEP provide that
the Plan Adm nistrator is the enployer. |In effect, petitioner, as
the only officer, is the Plan Adm nistrator. The Plan
Adm ni strator decides all questions relating to the “eligibility
of enployees to participate” in the Plan. Unlike in dnp, the SEP
does not have a disqualification provision that would prevent
petitioner from deciding questions regarding his ow eligibility.

Even if Keady did elect to appoint another person as Pl an
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Adm ni strator, that person would be chosen by either petitioner,
as sole officer of Keady, or Ms. Cadwell, as Keady’'s sole
director. Therefore, any decision regarding petitioner’s
eligibility would be decided by soneone with a potential interest
inthe life insurance policy; i.e., Ms. Cadwell, petitioner’s
wi fe; or petitioner hinself. W concluded above that any
restrictions on petitioner’s right to control the disposition of
the Trust assets are illusory. Consequently, we find the instant
case is distinguishable from d no.

Petitioner’s contention that he could be fired and therefore
| ose his benefits is also wthout nerit. As of the hearing,
petitioner was still married to Ms. Cadwell who was the 100-
percent sharehol der of Keady, his enployer. Petitioner argues
only that there is a possibility that he could be fired by Ms.
Cadwel I . Under such circunstances, we conclude that the threat
that petitioner could be fired by his wife is illusory and his
interest is not subject to a substantial risk of forfeiture.

On the basis of the record, we conclude that petitioner’s
interest in the postconversion SEP was no | onger subject to a
substantial risk of forfeiture; i.e., was substantially vested
upon conversion of the Plan to an SEP

B. VWhet her the Contributions to the Plan Were a G ft From Ms.
Cadwell to Petitioner
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Al ternatively, petitioner contends that the contributions to
the Plan, i.e., the paynents for the life insurance policy, were a
gift fromMs. Cadwell to him pursuant to section 2523 and that
all paynents were nmade using her after-tax dollars. Petitioner
contends that we should apply the substance over form doctrine,

citing Comm ssioner v. Court Holding Co., 324 U. S. 331, 334

(1945), to recognize such paynents as a nontaxable gift.

Section 2523 allows a donor a deduction in conputing taxable
gifts for purposes of conputing the gift tax. As Ms. Cadwell
woul d be the hypothetical donor in the scenario posited by
petitioner, we conclude that section 2523 does not apply.
Petitioner may have neant to cite as support for his contention
section 102(a), which excludes fromgross incone the val ue of
property acquired by gift. However, for reasons discussed bel ow,
section 102(a) is inapplicable.

Pursuant to the substance over form doctrine, although the
formof a transaction may literally conply with the provisions of
the Code, that formw Il not be given effect where it has no
busi ness purpose and operates sinply as a device to conceal the

true character of a transaction. See Geqgory Vv. Helvering, 293

U S. 465, 469-470 (1935). |If, however, the substance of a
transaction accords with its form that formw /|l be upheld and

given effect for tax purposes. See Blueberry Land Co. V.
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Comm ssi oner, 361 F.2d 93, 100-101 (5th Cr. 1966), affg. 42 T.C.

1137 (1964). Additionally, it is well settled that “a transaction
is to be given its tax effect in accord with what actually
occurred and not in accord with what m ght have occurred.”

Conmi ssioner v. Natl. Alfalfa Dehydrating & MIling Co., 417 U.S.

134, 148 (1974).

Petitioner’s contention regardi ng substance over formis
m spl aced. The record reveals that the $75, 000 paynent nmade
during 2002 was paid froman account held in the nanme of KSM The
$38, 800 in paynments made during 2004 was paid out of the KSM
escrow account. In his declaration filed after the hearing on the
i nstant notions, petitioner contends that the prem um paynents
were made with “after-tax funds distributable to * * * [Ms.
Cadwel I'], as primary owner of KSM” In other words, petitioner
clains that the funds belonged to KSM but were “distributable” to
Ms. Cadwell. As the paynents were not distributed to Ms.
Cadwel I, therefore, they would have been made by funds still owned

by KSM Consistent with Natl. Alfalfa, we shall give effect to

the transaction as it actually occurred as opposed to revising the
transaction to create a gift.

On the basis of the record, we conclude that the substance
and the formof the contributions were paynents by KSM not Ms.

Cadwel I .  Consequently, section 102(a) is inapplicable.
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C. VWhet her the Cash Value |Is Incone to Petitioner Wiere H s
Enpl oyer Did Not d aim Correspondi ng Deductions for Its
Contributions to the Policy

We next address petitioner’s contention that the cash val ue
of the life insurance policy is not inconme to himbecause neither
Keady nor KSM cl ai ned deductions for contributions nmade during
2002 and 2004. Petitioner contends that, because a deduction is
avai |l abl e under section 83(h), the cash value of the life
i nsurance policy was not incone to him since Keady woul d have
cl ai med a correspondi ng deduction for the prem um paynents.
Petitioner’s contention is msplaced. Section 402(b)(1) does not
condition the inclusion in incone on an enployer’s deduction of
the paynent. Rather, inclusion in gross incone is based upon
whet her the trust is not exenpt and whet her the taxpayer’s
interest is substantially vested. See sec. 402(b)(1); sec.
1.402(b)-1(a)(1), (b)(1), Incone Tax Regs. Moreover, while
section 83(h) allows a deduction, it is not required for a
contribution to be included in gross incone pursuant to section
83(a). Therefore, whether Keady or KSM cl ai ned a deduction for
the contributions is immuaterial.

Accordingly, we hold that the cash value of the life
i nsurance policy nmust be included in petitioner’s gross incone for
his 2004 tax year pursuant to section 1.402(b)-1(b)(1), Incone Tax

Regs.
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D. The Anpbunt To Be Included in Petitioner’s G oss | ncone

Respondent contends that the cash value of the life insurance
policy is the fund value of $70,529. Petitioner contends that if
he must include any anmount in his gross inconme, only the cash
surrender value of the life insurance policy after deducting
surrender charges of $45, 291 should be so included; i.e., $25, 238.

Section 1.402(b)-1(b)(2) (i), Income Tax Regs., provides that
the value of an enployee’s interest is “the amount of the
enpl oyee’ s beneficial interest in the net fair market value of al
the assets in the trust as of any date on which sone or all of the
enpl oyee’s interest in the trust becones substantially vested.”
The net fair market value is the total fair market val ue
determ ned without regard to any “lapse restrictions” as defined
in section 1.83-3(h), Inconme Tax Regs., |ess the anount of
liabilities to which such assets are subject. Sec. 1.402(b)-
1(b)(2)(i), Inconme Tax Regs.

Section 1.83-3(h), Incone Tax Regs., defines a “nonl apse
restriction” as a restriction that will never |apse. A nonl apse
restriction is “a permanent limtation on the transferability of
property” and requires the transferee to sell, or offer to sell,
the property at a price determ ned under a fornula, and the
restriction will continue to apply against the transferee or any

subsequent holder. 1d. For exanple, a permanent right of first
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refusal in a particular person at a price determ ned under a
formul a woul d be a nonl apse restriction. 1d.; see also sec. 1.83-
5(c), Exanple (1), Incone Tax Regs. A “lapse restriction” is any
restriction other than a nonl apse restriction and includes, but is
not limted to, a restriction that carries a substantial risk of
forfeiture. Sec. 1.83-3(i), Income Tax Regs. The flush |anguage
of section 1.83-3(h), Inconme Tax Regs., cites limtations inposed
by registration requirenents of State or Federal security |laws as
exanples of restrictions that are not nonl apse restrictions.

Rev. Proc. 2005-25, 2005-1 C B. 962, provides a safe harbor
for determning the fair market value of a life insurance policy
for purposes of applying section 402(b), and petitioner has not
suggested any reason for deviating fromthe fornmula it provides. 25
For a nonvariable or variable Iife insurance contract the
safe-harbor fair market value is the greater of:

A) the sumof the interpolated term nal reserve and any

unearned prem uns plus a pro rata portion of a reasonabl e

estimate of dividends expected to be paid for that policy

year based on conpany experience, and B) the product of the

PERC anount (the anpbunt * * * based on prem uns, earnings,

and reasonabl e charges) and the applicabl e Average Surrender
Factor * * *

2®Rev. Proc. 2005-25, 2005-1 C.B. 962, is applicable to
nonexenpt enpl oyees’ trusts for purposes of sec. 402(b) for
periods on or after Feb. 13, 2004. Rev. Proc. 2005-25, sec. 5,
2005-1 C. B. at 965.
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Id. sec. 3.02, 2005-1 C.B. at 963-964. The PERC anount is the
aggregate of:

(1) the premuns paid fromthe date of issue through the
val uation date without reduction for dividends that offset those
prem uns, plus (2) dividends applied to purchase paid-up insurance
prior to the valuation date, plus (3) any anounts credited (or
ot herwi se nade available) to the policyholder with respect to
prem uns, including interest and simlar incone itens (whether
credited or nade avail abl e under the contract or to sone other
account), but not including dividends used to offset prem uns and
di vi dends used to purchase paid up insurance, mnus (4) explicit
or inplicit reasonable nortality charges and reasonabl e charges
(other than nortality charges), but only if those charges are
actually charged on or before the valuation date and those charges
are not expected to be refunded, rebated, or otherw se reversed at
a later date, mnus (5) any distributions (including distributions
of dividends and dividends held on account), wthdrawals, or
partial surrenders taken prior to the valuation date.

Id. For variable contracts, the revenue procedure defines the
fair market value in a substantially simlar manner as for a
nonvariable contract.?” 1d. sec. 3.03. As the valuation nethods
are substantially simlar, we need not decide whether the life
i nsurance policy is a variable or nonvariable life insurance
contract.

According to Rev. Proc. 2005-25, supra, the surrender charge
shoul d be di sregarded for valuation purposes. The surrender

charges apply in decreasing anounts beginning in the life

2"For variable contracts, the only difference occurs in step
3. For step 3, “all adjustnents (whether credited or nmade
avai | abl e under the contract or to sone other account) that
reflect the investnent return and the market value of segregated
asset accounts” are added or subtracted to determ ne the PERC
value. Rev. Proc. 2005-25, sec. 3.03, 2005-1 C. B. at 964.
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i nsurance policy’s first year and are reduced to zero in the life
i nsurance policy’s 15th year. In other words, any hol der of the
life insurance policy beyond 15 years could redeemthe life
i nsurance policy for its stated cash value with no penalty.
Accordingly, it wll be disregarded for the purpose of val uing
petitioner’s interest in the life insurance policy. See Rev.
Proc. 2005-25, sec. 3.04(1), 2005-1 C.B. at 964 (“The Average
Surrender Factor for purposes of 8 * * * 402(b) (for which no
adj ustnment for potential surrender charges is permtted) is
1.00.").

On Decenber 31, 2002, KSM paid $75,000 to the Plan Trustee to
cover Keady’'s initial contribution and $2,050 to cover the MEP
fee. O the $75,000 paynent, $73,000 was credited to petitioner’s
life insurance policy. On May 20, 2004, KSM contributed $36, 000
for the Plan’s prem unms and $2,800 to cover the Plan fee. O the
$36, 000 contribution, $18,000 was credited to petitioner’s life
i nsurance policy. During 2003 and 2004, petitioner’'s life
i nsurance policy was al so increased by interest paynents of
$6,134, for a total of $97,134. Petitioner’s life insurance
policy was decreased during 2003 and 2004 for nortality charges of
$16, 235 and ot her expenses of $10, 370, respectively, for a total
of $26,605. As noted above, petitioner’s interest inthe life

i nsurance policy is not reduced by any surrender charges.
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Accordi ngly, we conclude that the PERC val ue of petitioner’s
interest in the life insurance policy is $70,529. %

Nei t her party contends that the alternative val uati on neasure
al l oned pursuant to Rev. Proc. 2005-25, supra, would result in a
hi gher valuation. Additionally, neither party contends that
petitioner’s life insurance policy is subject to any liabilities.
See sec. 1.402(b)-1(b)(2)(i), Incone Tax Regs. Accordingly, we
hol d that petitioner nust include in gross incone the cash val ue
of the life insurance policy of $70, 529.

V. Whether Petitioner Mist Include in Goss |Incone the Excess
Contri buti ons

During 2004, KSM contributed Iife insurance policy prem uns
of $36,000. Petitioner’s life insurance policy was credited with
a paynent of $18,000. Respondent concedes that $645 of the
remai ni ng $18, 000 was used to pay the annual prem umon Mranda' s
and Jennifer’s policies. Respondent contends that the excess
contribution, $17,355, should be included in petitioner’s gross
i ncone pursuant to section 1.402(b)-1(b)(1), Incone Tax Regs.

As di scussed above, the parties treat petitioner’s interest
in the Plan before conversion as being subject to a substanti al

risk of forfeiture, i.e., not substantially vested. W concl uded

28Pet i ti oner does not contend that the prem unms, interest
credits, nortality charges, or other expenses should be prorated.
Accordingly, we deemthis argunent conceded.
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above that, follow ng the conversion of the Plan to an SEP
petitioner’s interest was substantially vested. See id.
Additionally, neither party contends that the excess contribution
is subject to any liabilities. Sec. 1.402(b)-1(b)(2)(i), Income
Tax Regs. (the net fair market value of a taxpayer’s interest in
the trust is the fair market value of all the assets |ess any
liabilities to which such assets are subject).

Petitioner makes the sanme contentions with respect to the
i ncl usion of the excess contributions in gross incone as he did
wWth respect to the cash value of the life insurance policy; i.e.,
the Plan contributions were a gift fromMs. Cadwell, and

he has no interest in the Plan. W apply the sane analysis as we

di d above and concl ude that petitioner’s contentions are w thout
merit.

Petitioner also contends that the excess contributions have
been accounted for in the cash value of the life insurance policy.
O the $36,000 contribution for life insurance protection nade
during 2004, $645 was credited towards Mranda's and Jennifer’s
life insurance policies. |In the PERC cal cul ation set forth above,
$18, 000 of the $36,000 was credited towards the cash val ue of
petitioner’s life insurance policy. The $17, 355 excess
contribution was not credited toward the cash value of the life

i nsurance policy covering petitioner discussed in the PERC
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val uati on above. Consequently, the inclusion of the excess
contribution in petitioner’s income would not be “doubl e-
counting”.

Accordingly, we hold that the excess contribution of $17, 355
must be included in petitioner’s gross inconme for his 2004 tax
year. 2°

V. VWhet her Petitioner Miust Include the Cost of the Life
| nsurance Protection in Hs Goss | ncone

Respondent contends that the cost of |ife insurance
protection Keady provided to petitioner during 2004 was an
econom ¢ benefit and, therefore, should be included in his gross
i ncome under section 402(b) or section 61. Petitioner contends
that neither section is applicable. W agree with respondent that
the value of the cost of life insurance protection is included in
petitioner’s gross incone under section 61.

Gross incone includes inconme from whatever source derived,

i ncluding income for services. Sec. 61(a). The term “gross

i ncone” is construed broadly, as opposed to exclusions from gross

2petitioner contends that respondent has overstated the
val ue of the excess contributions. Were a notion for summary
j udgnment has been properly nmade and supported, the opposing party
may not rest upon nere allegations or denials in that party’s
pl eadi ngs but nust by affidavits or otherwi se set forth specific
facts show ng that there is a genuine issue for trial. Rule
121(d). Respondent’s notion was properly nade and support ed.
Petitioner has not offered specific facts to show that there is a
genui ne issue for trial regarding the value of the excess
contributions. Accordingly, we conclude that sumary judgnent is
appropriate on this issue.
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i ncone, which are construed narrowy. Conm ssioner v. Schleier,

515 U. S. 323, 328 (1995). Cenerally, life insurance prem uns paid
by an enployer on the life of his enployee, where the proceeds of
such insurance are payable to the beneficiary of the enployee, are
included in the gross inconme of the enployee. Sec. 1.61-
2(d)(2)(11)(A), Income Tax Regs.

W note that section 1.61-2(d)(6), Incone Tax Regs., does not
apply because, pursuant to section 1.83-3(e), Incone Tax Regs.,
current life insurance protection is not “property”. As noted
above, section 402(b)(1) is inapplicable. Moreover, the cost of
life insurance protection generally is taxable under section 61
and the regul ati ons pursuant to section 61. Sec. 1.83-1(a)(2),
| ncome Tax Regs.

Petitioner received |life insurance protection pursuant to the
paynents nmade by KSMto purchase the |life insurance policy on
petitioner’s life. That life insurance protection was a val uable
benefit and significant accession to petitioner’s wealth; i.e., $1
mllion payable to his daughters if he were to die during 2004.

See United States v. Burke, 504 U S. 229, 233 (1992) (“Congress

i ntended through 8 61(a) * * * to bring within the definition of

i ncone any ‘accession to wealth’” (quoting Conm Ssioner V.

d enshaw 3 ass, Co., 348 U S. 426, 431 (1955))). In V.R

DeAngelis MD.P.C. v. Conm ssioner, T.C Menop. 2007-360, a group

of doctors conbined to forma trust, purportedly qualified
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pursuant to section 419A(f)(6), whose purpose was to fund the
purchase of life insurance policies. |In discussing the tax

consequences of the prem um paynents in V.R DeAngelis MD.P.C

we stated that the “paynents of the prem uns were indeed
accessions to the doctors’ wealth”.3° Simlarly, the prem um
paynents are accessions to petitioner’s wealth and should be
included in his gross inconme pursuant to section 61

Petitioner offers the sane theories regarding the current
year cost of life insurance protection as he did for the inclusion
of the cash value of the |ife insurance policy and the excess
contributions. Those theories are simlarly unpersuasive
regarding the inclusion of the current year cost of life insurance
in his gross income. Accordingly, we hold that petitioner nust
include in his gross incone for his 2004 tax year the current year
cost of life insurance protection.

Petitioner contends that the fair market value of the cost of
life insurance is $8,496; i.e., the 2004 nortality charges.

Respondent contends that the value of the |ife insurance

%ln V.R_ DeAngelis MD.P.C. v. Conm ssioner, T.C Meno.
2007- 360, we held that the prem um paynents were “essentially a
distribution to the doctors of corporate profits rather than a
paynent that the PCs made to the doctors wth a conpensatory
intent”, because the doctor-enpl oyees were also the owners of the
S corporations that provided themw th benefits. See also
Neonat ol ogy Associates, P.A v. Comm ssioner, 115 T.C. 43 (2000)
(prem um paynents are a dividend to the extent of earnings and
profits to enpl oyee-owners of a C corporation), affd. 299 F.3d
221 (3d Gr. 2002).
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protection is $13,510; i.e., the annual cost, according to Notice
2001- 10, Table 2001, 2001-1 C. B. 459, 463, for $1 mllion worth of
life insurance for an individual who is 66 years old. The
regul ations provide little guidance in determ ning the cost of
life insurance protection that is included in gross incone
pursuant to section 61. Accordingly, it is helpful to exam ne how
ot her parts of the Code, including provisions governing the
taxation of split-dollar life insurance and group termlife
i nsurance, calculate the cost of 1 year of |ife insurance
prot ection.

Cenerally, split-dollar life insurance is any arrangenent
bet ween an owner and a nonowner of a |life insurance contract where
one party pays the premuns and is entitled to recover all or a
portion of such premuns fromthe proceeds of the life insurance
contract and the arrangenent is not group termlife insurance.
Sec. 1.61-22(b)(1), Income Tax Regs. Rev. Rul. 64-328, 1964-2
C.B. 11, provides that an enpl oyee nmust include in gross incone
t he annual val ue of the benefit the enployee receives under a
split-dollar arrangement, which is an anmount equal to the 1-year
termcost of life insurance protection to which the enpl oyee is
entitled fromyear to year, less the portion, if any, the enpl oyee

provi des. See al so Johnson v. Conm ssioner, 74 T.C 1316, 1322

(1980). We note that Rev. Rul. 64-328, supra, is not an attenpt

to include in gross inconme the entire life insurance prem um but
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rather only the cost of the current year’s life insurance
protection. The 1-year cost of life insurance protection is the
anount to be determned in the instant case.

Rev. Rul. 64-328, supra, provides that the cost of life
i nsurance protection should be calculated using the P.S. 58 rates
found in Rev. Rul. 55-747, 1955-2 C.B. 228. Notice 2001-10,
supra, revoked Rev. Rul. 55-747, supra, and provided Table 2001 as
a substitute for the P.S. 58 rates.

In Curcio v. Conmm ssioner, T.C. Menp. 2010-115, we used the

rates in section 1.79-3(d), Inconme Tax Regs., as a “rough
estimate” of the cost of |ife insurance protection to decide
whet her the taxpayer’s expenses for life insurance were deductible
pursuant to section 162(a). Table 2001 is an updated version of
the rates found in section 1.79-3(d), Income Tax Regs. See Notice
2001- 10, 2001-1 C.B. at 462 (“Table 2001 is based on the nortality
experience reflected in the table of uniform prem uns pronul gated
under section 79(c) of the Code (see 8§ 1.79-3(d)(2) of the
regul ations), with extensions for ages bel ow 25 and above 70, and
the elimnation of the five-year age brackets”); see also Notice
2002-8, 2002-1 C.B. 398. Accordingly, we conclude that, for
purposes of the instant case, Table 2001 is a reasonable estinate
of the cost of 1 year of |ife insurance protection.

Pursuant to Table 2001, the cost of $1 million worth of life

i nsurance coverage for a 66-year-old is $13,510. As neither party
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has argued that the |ife insurance policy in issue is split-dollar
life insurance, we need not address any issue regarding the effect
of split-dollar life insurance on the cal cul ation of the cost of
the life insurance policy in issue.® Additionally, neither party
contends that petitioner paid for such life insurance coverage.

W note that, if we were to include the entire $13,510 anount
in petitioner’s inconme, there would be doubl e counti ng.
Petitioner’s gross inconme already includes the cash value of the
life insurance policy cal cul ated under the PERC nethod. That
met hod takes into account the prem uns paid and any other inconme
the life insurance policy earns, but it subtracts nortality
charges and ot her expenses. To include the entire $13,510 in
addition to the PERC val ue would partially double count a portion
of the prem um paynent that has already been included in the PERC

anmount . 32

31The life insurance policy in issue may qualify as split-
dollar life insurance pursuant to sec. 1.61-22(b)(2), |ncone Tax
Regs. However, the outconme would be the sane if we classified
the life insurance policy in issue as split-dollar life
i nsur ance.

32Under the PERC nethod for 2004, petitioner’s policy was
credited with an $18, 000 prem um paynment and was credited with
$2,793 in interest, yielding a total of $20,793. However,
petitioner’s life insurance policy incurred a nortality charge of
$8, 496 and ot her expenses of $2,640, for a net value for his 2004
tax year of $9,657. Including the entire $13,510 from Noti ce
2001- 10, Table 2001, 2001-1 C. B. 459, 463,would include in
petitioner’s gross income an anount equal to $23,167 ($9, 657 +
$13,510). In other words, including the entire $13,510 woul d
doubl e count the cost of |ife insurance protection by an anount

(continued. . .)
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| nstead, the value for current year |life insurance protection
shoul d be cal cul ated by adding the nortality charge ($8,496) and
ot her expenses ($2,640). The sum of $11, 136 reflects the charges
for current year life insurance that were already subtracted from
the fair market value cal cul ation determ ned using the PERC
anount, pursuant to Rev. Proc. 2005-25, supra. Therefore, we
concl ude that when the PERC formul a has been used to cal cul ate the
fair market value of the policy, the cost of insurance may be
cal cul ated by adding the nortality charges and ot her expenses.

Petitioner contends that we should consider only the current
nmortality charges rather than the Table 2001 rates. Petitioner in
essence contends that the current nortality charges are the
“insurer’s published premumrates for one-year terminsurance”
pursuant to Rev. Rul. 66-110, 1966-1 C.B. 12. Pursuant to Notice
2002-8, 2002-1 C.B. at 398-399, the insurer’s published prem um
rates may be used only if the taxpayer can show that the insurer
general ly makes the availability of such rates known to persons
who apply for terminsurance coverage fromthe insurer and the

insurer regularly sells terminsurance at such rates to

32(. .. continued)
equal to $2,373. ($23,167 (or $13,510 + $9,657) - $20, 793 (or
$18, 000 + $2,793) = $2,373.) Consequently, we deemthe $2,373 an
anount al ready contributed by petitioner for purposes of such
cal cul ation and, accordingly subtract that anmount fromthe
$13,510 in costs. Therefore, petitioner nust include in his
gross incone the value of the current year |life insurance
protection as a taxable benefit to himof $11, 136.
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i ndi vi dual s who apply for terminsurance coverage through the
insurer’s normal distribution channels. Petitioner does not argue
that the requirenents of Notice 2002-8, supra, are unreasonable or
incorrect. Furthernore, on a notion for sunmary judgnment that is
properly made and supported, the opposing party must set forth
specific facts show ng that there is a genuine issue for trial.
Rul e 121(d). Petitioner does not allege that he has any evidence
that would satisfy that requirenents of Notice 2002-8, supra.
Furthernore, petitioner does not suggest that there is a nmaterial
factual issue that could be resolved at trial. Accordingly, we
concl ude that sunmmary judgnent is appropriate on this issue and
that the requirenents of Notice 2002-8, supra, have not been net.
Therefore, we hold that petitioner nmust include in his gross
income for his 2004 tax year the cost of current year life
i nsurance protection of $11, 136.

VI. \Whether Petitioner |Is Liable for the Section 6662 Penalty

Respondent contends that petitioner is liable for the
accuracy-rel ated penalty pursuant to section 6662(a) on account of
a substantial understatenent of tax, or in the alternative, on
account of negligence or disregard of rules and regul ations. See
sec. 6662(b)(1) and (2).

A substantial understatenent of inconme tax is an
understatenent that is greater than 10 percent of the tax required

to be shown on the return for the taxable year or $5,000. Sec.
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6662(d) (1) (A). An understatenent is the excess of the anount
required to be shown on the return for the taxable year over the
anount actually shown on the return. Sec. 6662(d)(2).

The record reveals that petitioner’s understatenent wll be
greater than $5,000. Petitioner has failed to establish any
defense to the accuracy-rel ated penalty.

Consequently, we hold that petitioner is liable for the
accuracy-rel ated penalty under section 6662(b)(2).

We shall therefore grant respondent’s cross-notion for
summary judgnent and deny petitioner’s notion for summary
j udgment .

We have considered all of the issues raised by the parties,
and, to the extent they are not discussed herein, we concl ude
that they are without nerit, unnecessary to reach, or noot.

To reflect the foregoing,

An order and decision will

be entered under Rul e 155.




